We analyze whether fluctuation in economy-wide factors cause time-series variation in the contracting costs of moral hazard, adverse selection, and financial distress, and so create windows of opportunity for firms to issue debt. Using the announcement period abnormal returns as one measure of the overall contracting costs of debt issues, we specifically study whether economy-wide factors affect the impact of firm-specific measures of contracting costs on the abnormal returns. We find that debt issues are more costly in periods of higher interest rates and in industry downturns. When we partition the impact of each issue-and firm-specific measure of contracting costs across high and low levels of each economy-wide variable, we find that only the measures of agency cost become significant in general, but issue-specific measures of financial distress also become relevant in subsamples.
Introduction
The empirical literature on the stock price reaction to debt issue announcements has documented differing results. Eckbo (1986) , Mikkelson and Partch (1986) , and Shyam-Sunder (1991) find no significant stock price reaction, Dann and Mikkelson (1984) and Pilotte (1992) find a negative stock price reaction to announcements of straight debt issues, and Mikkelson and Partch (1986) report a significant negative stock price reaction in a subsample of completed debt offerings. Researchers have gone on to analyze the impact of issue-and firm-specific measures of moral hazard, adverse selection, and financial distress costs on the abnormal returns around debt issue announcements. 1 Again, the evidence is mixed. Most of these factors do not affect the stock price reaction. Thus, the results cast some doubt on the significance of agency and financial distress costs in the debt issue decision.
An underlying premise in the extant studies is that the impact of these costs on the stock price reaction remains constant across different time periods. If there is inter-temporal variation in the costs causing the firm-specific factors to affect the abnormal returns across different time periods differently, not controlling for the variation may average out the impact of the factors. In this paper, we examine whether fluctuation in economy-wide factors give rise to variation in the contracting costs of moral hazard, adverse selection, and financial distress, and so provide windows of opportunity when it may be favorable for firms to issue debt. Using interactions of the firm-specific and economy-wide factors, we go on to analyze whether the impact of the issue-and firm-specific factors on abnormal returns varies across different windows of the economy-wide factors.
The incremental contributions of our research are three-fold. First, using a large and recent sample of straight debt issued by industrial firms, we document the abnormal returns around straight debt announcements in order to measure the net cost (or benefit) of a debt issue to the equity holders of a firm. Second, we control for possible time-series variation in measures of contracting costs by using economy-wide factors. There have been a number of studies that highlight the importance of controlling for time-series heterogeneity in the contracting costs when studying security issuance decisions (Shleifer and Vishny, 1992; Choe, Masulis, Nanda, 1993; Gertler and Hubbard, 1993; Bayless and Chaplinsky, 1996; Pulvino, 1998; Levy, 2001; Korajczyk and Levy, 2003) . Because macroeconomic factors such as interest rates, industry performance, economic growth, and the level of information asymmetry in the market affect cash flows, the type and quality of the investment opportunity set, risk perceptions, and the probability of default, they can potentially capture the time-series variation in the costs that arise due to moral hazard, adverse selection, and financial distress. Finally, including interactions of the firm-specific measures and economy-wide factors allows us to study which cost elements are affected by adverse conditions. We use the stock price reaction around debt issue announcements as our primary metric of the overall costs associated with debt issues. Because the contracting costs of moral hazard, adverse selection, and financial distress also affect the yield on a firm's debt, we use debt yield as an alternative measure of debt issuance costs. Both debt yield and the abnormal returns represent a measure of the net contracting costs of issuing debt, but the abnormal returns measure includes both the direct and indirect costs and benefits of debt to shareholders in addition to any yield effects. Debt yield, on the other hand, is affected only by factors that are relevant to bondholders, and does not incorporate indirect effects of debt on shareholder value. 2 We document a significant negative stock price reaction to debt issues in a sample of 1862 straight debt issues by 917 firms during the period 1983 -1998. We then go on to analyze the direct impact of issue-and firm-specific measures of contracting costs of moral hazard, adverse selection, and financial distress on the abnormal returns, while controlling for the economy-wide variables that may influence these costs. Our results reiterate the evidence in the extant literature that none of the issue-and firm-specific measures is significant. However, we find that the abnormal returns are affected negatively by interest rates and positively by industry performance. This evidence lends credence to the implications of Shleifer and Vishny (1992) and Choe, Masulis, and Nanda (1993) that cash flows, and the type and quality of the investment opportunity set deteriorate during periods of high interest rates and during industry downturns so that the moral hazard and financial distress costs become relevant for the debt issue decision.
We find no evidence that contracting costs due to adverse selection affect the abnormal returns suggesting perhaps that adverse selection is a bigger problem for more information sensitive securities such as equity than for debt.
Next, we include interactions of the issue-and firm-specific factors with each economywide factor, to study whether the impact of the firm-specific measures of the contracting costs on abnormal returns varies across different windows of the economy-wide variables. Our objective here is to discern which, if any, firm-specific elements are affected by adverse conditions of the economy. Our evidence suggests that only agency cost related firm-specific measures are substantially affected. Specifically, the coefficient of the market-to-book ratio (a measure of the growth opportunities in the firms' investment opportunity set) is negative and significant during periods of low interest rates and economic upturns, but becomes positive and significant during periods of high interest rates and economic downturns. Thus, the argument that more growth opportunities increase the contracting costs of underinvestment and risk-shifting for debt issuers seems to be relevant only during favorable economic conditions. During adverse economic conditions, the value of being able to finance profitable growth opportunities seems to outweigh any agency costs associated with debt.
The other firm-specific measure of agency problems, excess cash flow, is positive and significant during industry upturns, suggesting that debt serves to mitigate free cash flow tendencies during upturns. However, during industry downturns, the paucity of profitable investment opportunities increases the probability that firms with excess cash flow will overinvest in unprofitable investments. The coefficient of excess cash flow becomes negative and significant in downturns. Finally, we repeat our interaction analysis for a subsample of debt issues that constitute new financing for the issuers (and not refinancing of existing debt). We find that issue-specific measures of financial distress become significant for this subsample, in addition to the agency cost measures.
The impact of economy-wide factors on the contracting costs of debt
Economy-wide factors such as interest rates, industry performance, economic growth, and information asymmetry in the market affect cash flows, the type and quality of the investment opportunity set, risk perceptions, and the probability of default, thereby potentially causing time-series variation in the contracting costs of moral hazard, adverse selection, and financial distress. This variation in the contracting costs could give rise to windows of opportunity for firms when it may be more favorable to issue securities. For instance, in analyzing seasoned public equity issues, Bayless and Chaplinsky (1996) show that there are periods of lower market-wide adverse selection costs, when it is more favorable for firms to issue equity than at other times. They report that a typical issuer foregoes $13 million in equity value by issuing in an unfavorable time period. In this paper, we study whether these economy-wide factors substantively affect the overall value impact of issuing straight debt for firms. Taggart (1977) and Marsh (1982) document that interest rate timing is a major determinant in the debt-equity choice of companies. 3 Issuing debt during periods of high interest rates increases the likelihood of financial distress and hence the expected distress-related costs associated with debt. We would, therefore, expect to see higher debt yields and lower abnormal returns when debt is issued during periods of high interest rates. 4 3 Empirical evidence in White (1974) , Solnik and Grall (1975) , Pruitt and Gitman (1991) and Graham and Harvey (2001) bear out this fact. 66.6% of the managers surveyed by Pruitt and Gitman (1991) indicate that current interest rates influence their financing decisions. Also, White (1974) finds that 25% to 40% of long-term debt issues are timed to take advantage of relatively low long-term interest rates. Similarly, Solnik and Grall (1975) show that during the period 1965-1973, the volume of Eurobonds issued by U.S. companies increased in interest rate declines. 4 The poor abnormal returns during periods of high market interest rates may be somewhat mitigated by the favorable signaling effects of debt outlined in Ross (1977) and Leland and Pyle (1977) .
Impact of interest rates
We use the yield on 10-year Treasury bonds as of the filing month of the straight debt issue, deflated by the change in the Consumer Price Index to reflect the level of market interest rates. 5 The yields are obtained from the Federal Reserve Bulletin. We also use the nominal yield as an alternative measure of market interest rates. To classify periods into high and low interest rates we first obtain 3-month moving averages of the interest rates, and then rank the moving averages into quartiles. Then, we assign the interest rate in each month into one of the four quartiles. Finally, if three consecutive months of interest rates are classified into the highest (lowest) quartile, we define those three months as periods of high (low) interest rates. Months that are not ranked either high or low periods are classified as normal. Choe, Masulis, and Nanda (1993) argue that there are fewer and poorer quality investment opportunities during economic downturns compared to upturns, and hence higher probability of distress associated with debt issued in downturns. Shleifer and Vishny (1992) argue that expected distress costs are higher for firms during industry downturns due to increased asset illiquidity during these periods. Their argument stems from the fact that it is usually companies in the same industry that bid the highest price for assets during liquidations, and the costs of financial distress will be higher when the bidding firms themselves are not performing well. 6 In addition to expected distress costs being higher during downturns, Choe, Masulis, and Nanda (1993) and Eisfeldt (2004) argue that adverse selection costs are counter-cyclical and hence higher during market downturns. These arguments imply a higher debt yield and lower abnormal returns to debt issued during economic and industry downturns relative to upturns.
Impact of economic growth and industry performance
We use two measures of economic performance, economic growth and economic activity. Economic growth is measured using annual growth in real GNP, where the GNP figures are obtained from the Federal Reserve Bulletin, and real GNP is measured in 1996 dollars. Because our regressions include both GNP growth rates and interest rates, two 5 We use 10-year T-bond yields for the classification because the median debt maturity in our sample is 10 years. 6 Pulvino (1998) shows that bankruptcy costs increase during downturns for firms in the airline industry. potentially correlated variables, we orthogonalize GNP growth and interest rates and use the residuals from this regression as our measure of economic growth. 7 This measure enables us to capture the impact of economic performance on the debt issue decision that is incremental to the impact of interest rates. We use the Chicago Fed National Activity Index as our metric of economic activity. 8 This index is a broader metric of current overall economic activity and inflationary pressure in the economy than just GNP. The index is calibrated so that a positive index reading corresponds to economic growth above the trend and a negative reading implies economic growth below the trend. We apply the same method as with interest rates on the measures of economic performance to classify into upturns and downturns.
Industry performance is captured using two measures, industry returns and adjusted industry returns. For each debt-issuing firm, the median stock return of the industry in the year of the debt filing is used as one measure of industry performance. We use all firms in the same 3-digit SIC code as the issuing firm to define the industry. Because this measure may simply reflect the profitability of the industry, our second metric of industry performance is the percentage difference between the median industry return in the year of the debt filing and the median of the industry returns in the three years prior to the filing. Thus, this is a measure of abnormal performance in the industry. Using industry returns, we classify periods into upturns (downturns) if the median industry return in the filing year and in the year prior are positive (negative). Using the adjusted industry performance measure, we classify periods into upturns (downturns) if the adjusted performance is positive (negative). Bayless and Chaplinsky (1996) argue that the level of information asymmetry in the 7 The orthogonalization is achieved by regressing real GNP growth rates on contemporaneous real interest rates, and using the residuals from this regression. We choose to regress GNP growth rates on interest rates in the orthogonalization because Estrella and Hardouvelis (1991) argue that real interest rates drive GNP growth. Because high real interest rates affect investment levels, it would decrease real output, which in turn reduces GNP growth rates. 8 The index is a weighted average of 85 existing monthly indicators of national economic activity. The 85 economic indicators are drawn from five broad categories of data -output and income, employment, consumption, and manufacturing. More information about the index can be obtained from www.chicagofed.org. market varies through time, and periods of low information asymmetry occur when "events known by both managers and investors dominate firm value." A similar argument is presented in Choe, Masulis, and Nanda (1993) and Eisfeldt (2004) who argue that there is time-series variation in adverse selection costs. Higher adverse selection costs make it unfavorable to issue external securities during periods of high information asymmetry. Thus, debt issued during periods of higher information asymmetry will carry higher debt yield and the abnormal returns will be lower during periods of high information asymmetry.
Impact of information asymmetry
Because it is the most information sensitive security and because equity issues convey unfavorable information to the market, Bayless and Chaplinsky (1996) argue that firms will choose to issue equity predominantly during periods of low information asymmetry. Hence, as documented in Bayless and Chaplinsky (1996) and Choe, Masulis, and Nanda (1993), aggregate equity volume in the economy is an indicator of the level of information asymmetry in the market. 9 The Federal Reserve Bulletin provides monthly reports of the aggregate dollar volume of equity issued by all firms in the economy in nominal dollar terms. We use this estimate deflated by the monthly Consumer Price Index as one measure of market-wide information asymmetry. As an alternative measure we use the nominal aggregate equity volume scaled by the value of the CRSP equal-weighted index. Again, we apply the same method as with interest rates to classify our sample period into intervals of high and low information asymmetry, where periods of high equity volume correspond to periods of low information asymmetry.
The interaction of economy-wide and issue-and firm-specific factors
Extant literature has studied several issue-and firm-specific characteristics that may influence the debt issuance decision. If macroeconomic factors cause time-series variation in contracting costs, they could affect the impact of the issue-and firm-specific factors on the debt 9 It could be argued that high equity volume might simply reflect "hot" markets when other macroeconomic conditions are favorable for equity issue so that equity prices are high during these periods. However, Bayless and Chaplinsky (1996) show that periods classified as hot versus cold using equity prices and general macroeconomic conditions in the market do not coincide with the periods of high equity volume. They conclude that aggregate equity volume contains information regarding time-varying adverse selection costs, and is not just a manifestation of hot equity markets. yields and abnormal returns. Therefore, in our analysis of issue-and firm-specific factors, we also include interactions of these variables with the economy-wide factors.
Seniority of the offering: Senior debt is higher than other classes of debt in the priority structure of securities, and so the expected liquidation costs and other financial distress costs are likely to be lower for senior debt than for other debt (Barclay and Smith, 1995b) . Thus, debt yield is expected to be lower and abnormal returns are expected to be higher for senior debt than for subordinated debt. Abnormal returns are also expected to be higher due to wealth transfer from existing junior bondholders to shareholders when firms issue senior debt (Masulis, 1980; Dann, 1981; Choe, Masulis, and Nanda, 1993) . We capture seniority using a dummy variable taking the value of one for non-subordinated debt and zero otherwise.
During high interest rate periods and economic and industry downturns, financial distress costs are worsened so that, the lowering of the distress costs through senior debt could become especially valuable. Alternatively, the effect of worsening market conditions could outweigh any benefits from issuing senior debt. Therefore, the positive impact of seniority on abnormal returns could become more or less pronounced during these periods.
Bond Rating: Bond rating not only captures the riskiness of the firms that issue debt, but also any additional risk specific to the issue itself. So, lower is the bond rating, higher will be the yield on the bond, and lower will be the announcement returns to the debt issue. To analyze the impact of riskiness, we use an indicator variable, Speculative Grade, that takes a value of one for issues rated speculative grade by Moody's (below Baa) and zero otherwise. The higher likelihood of default on lower rated bonds would be especially pronounced during periods of industry and economic downturns and during periods of high interest rates. (1977), Smith and Watts (1992) , and Froot, Scharfstein, and Stein (1993) suggest that higher growth opportunities increase the contracting costs associated with the underinvestment and risk shifting in debt issues. Their agency cost argument implies a positive relation between growth opportunities and the yield on the debt, and a negative relation between growth opportunities and the stock price reaction to the debt issue. Additionally, Myers (1977) argues that the underinvestment problem is more severe in periods of high interest rates, and Jung, Kim and Stulz (1996) suggest that high growth firms have more to lose in the event of bankruptcy. To the extent that the likelihood of financial distress is higher during high interest rate periods, and industry and economic downturns, the negative relation between growth opportunities and abnormal returns will be more pronounced during these periods.
Growth Opportunities: Myers
In contrast, Ambarish, John, and Williams (1987) argue that for firms where information asymmetry is primarily about the future investment opportunities (growth firms) rather than about the assets in place, new security issues signal positive information about the value of the growth opportunities. Their model predicts a positive relation between growth opportunities and the abnormal returns and a negative relation between growth opportunities and debt yield. We measure growth opportunities using the market to book ratio for each firm measured at the end of the fiscal year prior to the debt announcement year. The market value of the firm is defined as the book value of total assets minus the book value of equity plus the market value of equity.
Bankruptcy costs: Titman (1984) and Titman and Wessels (1988) suggest that the costs of financial distress are higher for firms with unique products since their liquidation costs are likely to be high. Following Titman and Wessels (1988) and Fisher, Heinkel, and Zechner (1989), we represent expected bankruptcy costs with an indicator variable taking the value one for firms in the machinery and equipment industry (SIC code between 3400 and 3999) and zero otherwise.
This variable captures the costs incurred during distress but does not measure the probability of being in distress. So, we use the interest coverage ratio as an alternate variable to capture the impact of the probability of distress. Interest coverage ratio is defined as the ratio of EBIT to interest expense, and is calibrated so that higher ratios correspond to lower probability of distress. We expect debt yield to be increasing and abnormal returns to be decreasing with increasing bankruptcy costs or probability, and the relations to be more pronounced during periods of high interest rates and downturns.
Excess Cash Flow: Jensen (1986) suggests that debt serves as a bonding device to reduce free cash flow problems that occur when managers have cash flows in excess of what is necessary to finance profitable investment opportunities. We would therefore expect to see a positive relation between excess cash flow and the price reaction to debt issues, and a negative relation between excess cash flow and debt yield. We measure excess cash flow as (Operating income before depreciation-Capital expenditures-Change in NWC-Net taxes-Change in deferred taxes)/Total assets in the fiscal year prior to the announcement year.
During industry or economic downturns, two opposing effects come into play -the worsening of free cash flow problems due to the paucity of profitable investment opportunities, and the strengthening of the benefit of debt as a bonding mechanism. The relative magnitudes of the two effects determine the impact of the variable on abnormal returns during downturns.
Intended use of the proceeds: Miller and Rock (1985) , Myers and Majluf (1984) , and Ross (1977) predict a stock price reaction to debt issues only when the debt issued constitutes new financing. Therefore issues offered to refinance previously issued debt should not result in a significant stock price reaction. We use an indicator variable taking the value of zero for debt issued to refinance existing debt and one for other purposes. While Miller and Rock (1985) and Myers and Majluf (1984) predict this variable to have a negative influence on the stock price reaction to debt issues, Ross (1977) predicts a positive influence.
Registration Type:
We control for the type of registration used in the issue through an indicator variable that is one for shelf registered offerings and zero otherwise. 10 Postponing issuing securities through shelf registrations increases the uncertainty surrounding the issue and thus increases the adverse selections costs related to the issue. These costs would worsen during periods of high market-wide information asymmetry. We would therefore expect lower abnormal returns to shelf-registered debt during periods of higher information asymmetry.
Size of the offering: Miller and Rock (1985) argue that unexpected external financing reveals that the actual earnings of the firm are lower than expected earnings. Therefore to the extent that the size of the issue represents unanticipated amount of financing, it should have a negative impact on the stock price reaction to debt financing and a positive impact on the debt yield. We measure the size of the issue as the principal amount issued measured relative to the total assets of the firm. All firm-specific variables are measured at the end of the fiscal year prior to the announcement date.
Data and empirical results

Sample characteristics
The data consists of seasoned, public straight debt issues completed during the period 1983 to 1998 by companies trading on the NYSE, AMEX, and Nasdaq. We require that all issues have filing dates recorded in the Securities Data Corporation (SDC) database and data be available for the issuing firms on the Center for Research in Security Prices (CRSP) database.
We eliminate debt issues by utilities and financial companies since the motivations for debt issues by these companies may be regulation related (i.e., to show evidence of cost of capital), and since there may be implicit government subsidization of the distress costs for these firms.
The sample consists of 1862 debt issues made by 917 industrial firms. Table 1 shows the annual distribution of the issues. The minimum number of debt filings in the sample in any given year is 33 (in 1983) and the maximum number of filings is 222 (in 1992). Table 2 presents the descriptive statistics for the data. The mean (median) value of total assets of the firms in our sample is $9,414 ($2,825) million. The median size of the debt offering is $200 million and it is 8.37% of total assets. The firms in our sample have on average 33.66% of their total assets financed through debt. The sample consists of mostly intermediate to longterm bonds with a median maturity of 10 years. The average yield on the debt issues in our sample is 8.26%. Panel B indicates that over 79% of the debt issues in the sample are subordinated debt. The Moody's ratings for the debt issues in our sample indicate that about 64% of the issues are rated investment grade. The predominant stated use of the debt proceeds is information. If shelf registrations serve to certify firm type to the market, we would expect positive abnormal returns and lower debt yields to shelf registered debt. debt refinancing (43%), while the next highest use is for general corporate purposes (33%). Also a majority (63%) of the issues are registered through shelf registration.
Abnormal returns
We measure abnormal returns using the event study methodology of Dodd and Warner (1983) . We estimate a market model over a 255-day period ending 46 days before the announcement of the debt issue. The CRSP value-weighted index is used as a proxy for the market. Similar to Clark, Dunbar, and Kahle (2004) and Jagdeesh, Weinstein, and Welch (1993), we use the filing date provided by SDC as the announcement date for the debt issues. 11 Table 3 summarizes the abnormal returns over different time intervals around the filing date for the full sample of debt issues. We obtain a significant mean (median) two-day cumulative abnormal return of -0.197% (-0.216%) in the event window (0,+1). The mean cumulative abnormal returns in the event windows (-1,0), (0), and (-1,+1) are -0.151%, -0.122%, and -0.225% respectively. These abnormal returns are very similar to the returns in Dann and Mikkelson (1984) , and Mikkelson and Partch (1986).
Impact of economy-wide factors on straight debt issues
Univariate comparisons
In this section, we compare the abnormal returns to debt issues between high and low levels of the economy-wide factors. In panel A of Table 4 , we partition the sample into debt issue announcements made in periods of high and low interest rates. The univariate results indicate that the average abnormal return is not significantly different from zero in low interest rate periods, while the return is significantly negative in high interest rate periods. Further, the difference in the mean abnormal returns between the two interest rate periods is statistically significant at the 5% level. A similar pattern extends to medians. The results indicate that the 11 Some debt issues may be announced prior to the filing date. Therefore, as a robustness check, we also obtain the actual announcement dates from the Wall Street Journal (WSJ). Obtaining announcement dates from WSJ is complicated by the fact that since 1985, the Journal reports only offering information (and not announcement information) in their "new security issues" column. Only about 4% of our sample of debt issues had announcements median firm incurs an additional 0.44% loss in its abnormal returns by issuing debt in periods of higher nominal interest rates than in periods of lower nominal interest rates.
The univariate evidence on the impact of industry performance on abnormal returns indicates that the abnormal returns are significantly negative during industry downturns while they are not different from zero during upturns. Furthermore, panel B indicates that the difference in abnormal returns across the two periods is statistically significant at the 1% level when we use the adjusted industry returns measure to capture industry upturns and downturns. A comparison of the abnormal returns across periods of high and low economic performance in panel C of the table reveals that the abnormal returns do not differ across upturns and downturns.
Thus, economic performance does not seem to directly affect the abnormal returns at debt issue.
Panel D presents the results of the analysis of the influence of information asymmetry on the stock price reaction to debt issues. Using both real and standardized aggregate equity volumes to classify high and low periods of information asymmetry, we find that the abnormal returns are not different from zero during periods of low information asymmetry. During periods of high information asymmetry the abnormal returns are significantly negative. Thus, our preliminary results indicate that adverse selection costs in debt issues are not an important factor during periods of low information asymmetry, but may become important during periods of high information asymmetry. However, the difference is not significant.
Regression results
In this section, using multivariate OLS regressions, we study the impact of the issue-and firm-specific factors on the abnormal returns and debt yield while controlling for the economywide factors. The objective of this analysis is to investigate whether economy-wide variation in contracting costs have a direct impact on the overall value effect of debt issues. The results are presented in Table 5 . In panel A of the table, the dependent variable is the cumulative abnormal return in the event window (0,+1), and in panel B, the dependent variable is the debt yield.
in the Journal, and in virtually all cases, the Journal announcement date either coincided with or was after the SDC filing date. We also found no references to the debt issues on Lexis-Nexis prior to the filing date.
In utilizing separate OLS regressions for analyzing abnormal returns and debt yields, the assumption is that debt yield is not endogenous to the abnormal returns. However, given that the abnormal returns around debt issues represent an overall measure of contracting costs, and the debt yield is a measure of the direct cost of debt, debt yield may endogenously determine abnormal returns. Thus, a better representation of our model of contracting costs would be a recursive system of equations, with debt yield determined by the economy-wide, issue-specific, and firm-specific variables, and abnormal returns in turn determined by debt yield, some of the economy-wide factors, and the issue-and firm-specific variables. As Greene (2000) From panel A of Table 5 , it may be seen that consistent with the prior literature, none of the issue-and firm-specific variables, except seniority of the issue, is significant in determining abnormal returns. However, two of the economy-wide variables, interest rates and industry performance, are significant suggesting that these factors directly affect the overall cost of issuing debt. The interest rate variable is negative and significant at the 10% level of significance. This is consistent with the implications of Taggart (1977) and Marsh (1982) that issuing debt during high interest rate periods exacerbates financial distress costs. Industry performance is positive and significant, suggesting that debt issuance costs are lower during industry upturns than during downturns, perhaps due to better industry-specific investment opportunities and increased asset liquidity (Shleifer and Vishny, 1992) . Economic performance is not consistently significant. The significance of industry performance and the lack of significance of economic performance may indicate that the industry specific components of financial distress costs and agency costs are more relevant to the debt issue decision than are the economy wide components. Finally, we do not find a statistically significant relation between the level of information asymmetry and the abnormal returns. Thus, our results indicate that adverse selection costs are not an important determinant of debt issuance costs.
Comparing the abnormal returns regressions in panel A and the yield regressions in panel B highlights an important difference in the influence of the issue-and firm-specific variables. In sharp contrast with the results in panel A, all of the issue-and firm-specific variables except the measure of bankruptcy costs, are strongly significant in the yield regressions in panel B of Table   5 . For instance, the negative coefficient of growth opportunities in the yield regressions is consistent with Ambarish, John, and Williams ' (1987) argument that debt yields are lower for high growth firms since debt issues signal valuable future growth opportunities for the firm, and is counter to the agency cost of debt argument in Myers (1977) and Smith and Watts (1992) .
The negative coefficient of the excess cash flow variable is consistent with Jensen's (1986) argument that debt serves to mitigate the free cash flow problem.
All four economy-wide variables are important determinants of the yield on debt, and with the predicted signs. Debt yields are higher during periods of higher interest rates, poor economic growth, poor industry profitability, and high information asymmetry. However, measures of current economic activity, and abnormal industry performance are not significant in determining debt yields. Overall, the results in Table 5 suggest that interest rates and industry profitability are relevant for both debtholders and shareholders, while economic growth and adverse selection seem to be significant only in determining debt yields.
The evidence in Table 5 indicates that while the issue-and firm-specific variables are relevant for bondholders in determining bond yields, they are not relevant in determining the overall costs for the shareholders from the debt issue. One possible explanation for this may be that financial distress costs and the contracting costs due to moral hazard and adverse selection are primarily important for shareholders only during adverse market conditions. To this end, we study the interaction between the economy-wide variables and the issue-and firm-specific variables in the next section. 12
Interaction between economy-wide and issue-and firm-specific factors
In regressions 1 through 4 of Table 6 , we include interactions of firm-specific variables with each economy-wide factor to measure the differential impact of these variables across different periods of the economy-wide factors. For instance, in regression 1 we include the firmspecific factors along with their interactions with a high interest rate indicator variable. The dependent variable is the cumulative abnormal return in the event window (0,+1). In these regressions, the coefficient of the firm-specific variable (the main effect) measures the impact of the firm-specific variable on abnormal returns during low interest rate periods, and the coefficient of the interaction term measures the incremental impact of the firm-specific variable on abnormal returns in high interest rate periods over low interest rate periods. In regressions 2, 3, and 4, the interactions are with an indicator of economic downturn, industry downturn, and high information asymmetry, respectively.
Firm-specific agency cost measures, specifically growth opportunities and excess cash, are the variables that predominantly show variation across the different economy-wide periods.
In regressions 1 and 2, the coefficient of growth opportunities is negative and significant in low interest rate periods and economic upturns, suggesting that debt issuance is associated with significant agency costs during these periods, but the coefficient becomes positive and significant (coefficient is -0.902+1.020 = 0.118 in regression 1) in periods of high interest rates and in economic downturns. This result is consistent with the arguments of Ambarish, John, and Williams (1987) that issuing debt is a signal of valuable future growth opportunities for firms and the market associates a higher value to this signal in high interest rate periods and downturns. The willingness of firms to issue debt in these periods (when financial distress costs are high and investment opportunities deteriorate) to finance their growth opportunities must 12 The variation in the impact of the firm-specific factors on debt issue costs has been generally ignored in the literature. An exception is Harvey, Lins, and Roper (2001) . The authors analyze the costs and benefits of debt in emerging markets where agency problems are likely to be extreme. They argue that the impact of debt is more discernable in these firms because moral hazard and adverse selection problems are most severe.
indicate that the firms believe the growth opportunities to be especially valuable. No other variable is significant in regression 1 while registration type becomes significant in regression 2.
The positive coefficient for registration type suggests that shelf registration is associated with higher abnormal returns than traditional registration.
In regression 3 of Table 6 , excess cash flow, our measure of free cash flow problems becomes significant. The coefficient of this variable is positive and significant in industry upturns, suggesting that debt serves as a bonding device in these periods. However, in industry downturns, it is negative and significant (coefficient is 13.898-13.924 = -0.026) suggesting that issuing debt is not sufficient to mitigate the free cash flow problems in periods when good investment opportunities are scarce. 13 Interest coverage ratio becomes positive and significant in industry downturns, suggesting that coverage strength of a firm is especially valuable in industry downturns when cash flows become tighter and distress costs worsen.
Finally, in regression 4, use of proceeds becomes significant in periods of high information asymmetry. The positive coefficient of this variable in periods of high information asymmetry is consistent with Ross' (1977) argument that debt is a positive signal of future profitability, but our evidence indicates that it is a positive signal only in periods of high information asymmetry when all external securities are faced with high adverse selection costs. Lemmon and Zender (2001) study factors affecting the costs of debt in a sample of conservatively debt financed firms. They argue that these firms have a conservative capital structure because they must face very high costs of debt. Their analysis suggests that there may be certain subsamples of firms where the ability to detect the factors affecting the costs of debt is higher. We identify two such subsamples and repeat our main analysis for these subsamples to see whether we are able to discern other factors affecting the costs of debt.
Specification checks
The subsamples analyzed are (i) debt issues with large issue sizes relative to total assets, (ii) debt issues that represent new financing (i.e., issues not used for refinancing). 14, 15 Larger debt issues could result in higher financial distress and agency costs and therefore have a higher marginal impact on shareholder value than smaller issues. In panel A of Table 7 , we separately analyze debt issues with large issue size (issue size greater than sample median) to control for any issue-size related interactions. The results for this subsample are not substantially different from our overall results. If anything, the results are weaker in this subsample than in the general sample. So, there seems to be no indication that size of the issue imposes any additional strain on firms even during adverse conditions. Theoretical researchers argue that contracting costs of debt become relevant only when debt constitutes new financing and not when it is issued solely to refinance existing debt (Myers and Majluf, 1984; Miller and Rock, 1985; Ross, 1977) . Although we control for this effect in our general analysis using an indicator variable, because there is a capital structure change when debt constitutes new financing, even the impact of other firm-specific measures on abnormal returns may be different in the new financing subsample. Therefore, we repeat our interaction analysis on the subsample of debt issues where the issue constitutes new financing. These results are presented in panel B of Table 7 . Several differences become immediately apparent in this subsample. As in the general sample, firm-specific agency costs measures, growth opportunities and excess cash flow, continue to show variation across different macroeconomic periods. But in addition to the measures of agency costs, issue-specific measures of financial distress become relevant for the subsample of leverage increasing firms.
For instance, seniority of the debt issue is not significant during periods of low interest rates, but even senior debt affects abnormal returns negatively in high interest rate periods. This result suggests that the increase in expected financial distress costs during periods of high 14 We also separately analyzed the sample of debt issuing firms with the highest increase in debt due to the issue. The results were qualitatively similar to the results of the subsample of debt issues which constitute new financing. 15 Another subsample we studied was of debt issues that are placed traditionally rather than through shelf registration. Because shelf registered issues may have some remaining uncertainty at filing because the securities may not be issued immediately, economic conditions at the time of the filing may not be as relevant for these issues interest rates far outweighs any benefits to issuing senior debt in the subsample of leverage increasing debt issues. Debt rating becomes relevant during economic downturns. Speculative grade debt does not impose costs in periods of economic upturns, but the coefficient of the variable becomes negative during economic downturns suggesting that the deterioration in cash flow and investment opportunities during downturns is especially detrimental for firms that issue new amounts of risky debt.
Conclusion
In this paper, we analyze whether fluctuation in economy-wide factors cause time-series variation in the contracting costs of moral hazard, adverse selection, and financial distress, and so create windows of opportunity for firms to issue debt. Using the announcement period abnormal returns as one measure of the overall contracting costs of debt issues, we specifically study whether the level of interest rates, the performance of the industry, economic growth, and the level of information asymmetry in the market impact the debt issuance costs. We also analyze whether economy-wide factors affect the impact of firm-specific measures of contracting costs on the abnormal returns, by including interactions of the firm-specific measures and the economy-wide factors. Partitioning the impact of the firm-specific measures across different windows of the economy-wide factors provides insights into the cost elements that are affected and the manner in which they are affected across the different windows.
We document a significant negative stock price reaction to debt issues in a sample of 1862 straight debt issues during the period 1983-1998. Multivariate regressions that include issue-and firm-specific measures of contracting costs and economy-wide factors to capture the time-series variation in the contracting costs indicate that interest rates and industry performance directly affect the abnormal returns. These regressions also reiterate the evidence in the extant literature that none of the issue-and firm-specific factors affect the abnormal returns.
than for traditionally placed issues. The results of our analysis of the subsample of traditionally placed debt issues is very similar to the results in the general sample. So, we do not report them here.
When we partition the impact of each issue-and firm-specific measure of contracting costs across high and low levels of each economy-wide variable, one important result emerges.
Only the measures of agency cost, growth opportunities and excess cash flow, become significant. Finally, when we repeat this analysis on a subsample of debt issues that constitute new financing for the firms (and are not used just to refinance old debt), in addition to agency cost measures, issue-specific measures of financial distress become relevant.
The results in our paper highlight the importance of controlling for time-series variation in the contracting costs of debt issuance. The adverse effects of agency problems and financial distress costs on the debt issue decision are either tempered or exacerbated by macroeconomic conditions. Market-wide adverse selection costs have very little impact on debt issues.
Table 1 Distribution of the Debt Offerings
The sample consists of seasoned, public straight debt offerings completed during the period 1983-1998 by industrial companies trading on the NYSE, AMEX, and Nasdaq. We require that all issues have filing dates recorded in the Securities Data Corporation database.
Year of Filing
Number 
Table 2 Descriptive Statistics on Firm and Issue Characteristics
The sample consists of seasoned, public straight debt offerings completed during the period 1983-1998 by industrial companies trading on the NYSE, AMEX, and Nasdaq. We require that all issues have filing dates recorded in the Securities Data Corporation (SDC) database. Panel A presents the mean and median values of the continuous descriptive measures. Total assets are measured as current assets plus net property, plant, and equipment plus other noncurrent assets (intangible assets, deferred items, investments, advances, etc.) at the fiscal year end preceding the filing date. Total debt is the sum of long-term debt and debt in current liabilities at the fiscal year end preceding the filing date. Market to book ratio is the ratio of (book value of assets minus book value of equity plus market value of equity) to book value of assets. Excess cash flow is defined as (operating income before depreciation minus capital expenditures minus change in net working capital minus net taxes minus change in deferred taxes) and is measured in the fiscal year prior to filing year. Plant, property and equipment and Intangibles are both obtained from Compustat in the fiscal year end prior to the filing date, and are measured millions of dollars. Size of the debt issue is the principal amount of the debt issued, and is obtained from SDC. Maturity of debt issue is the number of years from offer date to final maturity. Debt yield is the specified yield on the debt on the filing date. Panel B presents the number and percentage of observations included in each issue characteristic classification for the debt issues in our sample. Non-subordinated debt is debt that ranks above existing debt of the company in terms of security or collateral, and is obtained from the SDC database. Moody's rating of the issues, stated use of proceeds, and the type of registration are also obtained from the SDC database. 
PANEL A: Continuous Variables
Table 3 Cumulative Abnormal Returns around Debt Announcement Date
The sample consists of seasoned, public straight debt offerings completed during the period 1983-1998 by industrial companies trading on the NYSE, AMEX, and Nasdaq. We require that all issues have filing dates recorded in the Securities Data Corporation (SDC) database. We use the filing dates as the announcement date for the debt issues. The table presents the mean (median) cumulative abnormal returns for the full sample around the filing date of the debt issues. Abnormal returns are calculated using the market model parameters estimated over a 255 days ending 46 days before the filing of the debt issue. The CRSP value-weighted index is used in the market model to compute betas. Cumulative abnormal returns are obtained by averaging the abnormal returns over all securities for each day in the event window and summing them over the event window.
Event Window
Abnormal Returns ( 
Table 4 Univariate Analysis of the Abnormal Returns
The sample consists of seasoned, public straight debt offerings completed during the period 1983-1998 by industrial companies trading on the NYSE, AMEX, and Nasdaq. We require that all issues have filing dates recorded in the Securities Data Corporation (SDC) database. The table provides univariate analysis results for the two-day cumulative abnormal returns in the window (0,+1) around the filing date of the issue. Abnormal returns are calculated using the market model parameters estimated over a 255 days ending 46 days before the filing of the debt issue. The CRSP value-weighted index is used in the market model to compute betas. Panel A presents the mean (median) abnormal returns for debt issues during periods of high and low levels of interest rates. We use the yield on 10-year Treasury bonds as of the filing month of the straight debt issue as our measure of nominal interest rates. This variable, deflated by the change in the Consumer Price Index is our measure of real interest rates. Panel B presents the mean (median) abnormal returns for debt issues during periods of high and low levels of industry performance. Our first measure of industry performance is the median stock returns of the issuing firm's industry. The second measure of industry performance is the median industry stock returns adjusted by the median of the industry stock returns over the prior three years. We define a firm's industry as all firms with the same 3-digit SIC code as the issuing firm. Panel C presents the mean (median) abnormal returns for debt issues during periods of high and low levels of economic performance. We use the monthly residuals from the regression of real GNP growth rates on real interest rates to measure economic growth. Real GNP is measured in 1996 dollars, and the real interest rate is defined as the nominal monthly 10-year T-bond yield deflated by the change in the monthly Consumer Price Index. The second measure of economic performance is the Chicago Fed National Activity Index. Panel D presents the mean (median) abnormal returns for debt issues during periods of high and low levels of information asymmetry in the market. We use the aggregate real equity volume to capture market-wide information asymmetry. Real equity volume is defined as monthly dollar equity volume deflated by the monthly Consumer Price Index. Standardized equity volume is the nominal equity volume scaled by the CRSP equal-weighted index. In panels A, C, and D, to classify periods into high and low levels of interest rates, economic performance, and information asymmetry, we first obtain 3-month moving averages each variable, and then rank the moving averages into quartiles. Then, we assign the variable in each month into one of the four quartiles. Finally, if three consecutive months of the variable are classified into the highest (lowest) quartile, we define those three months as periods of high (low) levels of the variable. Months that are not ranked either high or low periods are classified as normal. In panel B, using the first measure of industry performance, we classify periods as high (low) if the median industry returns in the filing year and the year prior are positive (negative). Using the second measure, we define industry performance as high (low) if the adjusted industry returns are positive (negative). We test the differences in means using the Wilcoxon's Signed Rank test and the differences in medians using the Median Scores test. 
PANEL A: Abnormal Returns at High and Low Levels of Interest Rates
Table 5 Regressions Relating Economy-wide, Issue-specific, and Firm-Specific Factors to the Debt Yield and the Abnormal Returns at Debt Issues
The sample consists of seasoned, public straight debt offerings completed during the period 1983-1998 by industrial companies trading on the NYSE, AMEX, and Nasdaq. We require that all issues have filing dates recorded in the Securities Data Corporation (SDC) database. The table presents the regression analysis of the influence of the economy-wide factors and the issue-and firm-specific variables on the debt yield and the abnormal returns around the filing date of straight debt issues. In Panel A, the dependent variable is the two-day cumulative abnormal return generated in the window (0,+1) around the filing date of the debt issues. Abnormal returns are calculated using the market model parameters estimated over a 255 days ending 46 days before the filing of the debt issue. The CRSP value-weighted index is used in the market model to compute betas. In Panel B, the dependent variable is the yield on the issued debt. The interest rates variable is the 10-year T-bond rate prevailing in the filing month deflated by the change in the monthly Consumer Price Index. Economic growth is measured as the residuals from the regression of real GNP growth rates on real interest rates, where real GNP is measured in 1996 prices, and real interest rate is the nominal 10-year T-bond yield deflated by the Consumer Price Index. Economic activity is the Chicago Fed National Activity Index. Equity Volume 1 is a measure of information asymmetry in the market, and is measured as the aggregate dollar volume of equity issued in the filing month deflated by the change in the Consumer Price Index. Equity Volume 2 is the nominal aggregate equity volume scaled by the value of the CRSP equalweighted index in the filing month. Industry performance 1 is the median returns of the firm's industry in the filing year. Industry performance 2 is the median industry returns adjusted by the median of the industry returns over the prior three years. Issue size is the ratio of the principal amount issued to the total assets of the firm at the end of the fiscal year prior to filing date. Seniority is an indicator variable that takes the value of one for non-subordinated debt and zero otherwise. Use of proceeds is an indicator variable that takes the value zero for refinancing purposes and one otherwise. Speculative Grade is an indicator variable that takes a value of one for issues rated speculative grade (below Baa) by Moody's or unrated and zero otherwise. Registration type is an indicator variable takes the value of one for shelf registration and zero otherwise. Growth opportunities are measured using the Market-to-Book ratio of assets at the end of the fiscal year prior to filing date. Excess cash flow is measured as the ratio of (operating income before depreciation minus capital expenditures minus change in net working capital minus net taxes minus change in deferred taxes) to total assets in the fiscal year prior to the filing year. Bankruptcy cost is an indicator variable that takes the value of one for firms in the machinery and equipment industry (SIC code between 3400 and 3999) and zero otherwise. Interest coverage ratio is the ratio of EBIT to interest expense as of the fiscal year prior to the filing year. Debt yield 1 is the specified yield on the debt as of the filing date of the issue Debt yield 2 is the difference between the specified yield on the debt and the yield on similarly rated debt as of the fiscal year prior to the issue date. Heteroskedasticity adjusted t-statistics are in parentheses. 
Table 6 Differential Impact of the Issue-and Firm-specific Factors on the Abnormal Returns of Debt Issues Across Different Levels of the Economy-wide Factors
The sample consists of seasoned, public straight debt offerings completed during the period 1983-1998 by industrial companies trading on the NYSE, AMEX, and Nasdaq. We require that all issues have filing dates recorded in the Securities Data Corporation (SDC) database. The table presents the regression analysis of the differential impact of the issue-and firm-specific variables on the abnormal returns around the filing date of straight debt issues across different periods of the economy-wide variables. The dependent variable is the two-day cumulative abnormal return generated in the window (0,+1) around the filing date of the debt issues. Abnormal returns are calculated using the market model parameters estimated over a 255 days ending 46 days before the filing of the debt issue. The CRSP value-weighted index is used in the market model to compute betas. Issue size is the ratio of the principal amount issued to the total assets of the firm at the end of the fiscal year prior to filing date. Seniority is an indicator variable that takes the value of one for non-subordinated debt and zero otherwise. Use of proceeds is an indicator variable that takes the value zero for refinancing purposes and one otherwise. Speculative Grade is an indicator variable that takes a value of one for issues rated speculative grade (below Baa) by Moody's or unrated and zero otherwise. Growth opportunities are measured using the Market-to-Book ratio of assets at the end of the fiscal year prior to filing date. Excess cash flow is measured as the ratio of (operating income before depreciation minus capital expenditures minus change in net working capital minus net taxes minus change in deferred taxes) to total assets in the fiscal year prior to the filing year. Interest coverage ratio is the ratio of EBIT to interest expense as of the fiscal year prior to the filing year. Registration type is an indicator variable that takes the value of one for shelf registration and zero otherwise. The interaction variable D is the economy-wide indicator variable representing the different levels of the economy-wide variables. In regression 1, D takes the value of one for high interest rate periods and 0 for low interest rate periods. Periods of high and low interest rates are classified using the real interest rate variable. In regression 2, D takes the value of one for economic downturns and 0 for upturns. Economic downturns and upturns are classified using the Chicago Fed National Activity Index. In regression 3, D takes the value of one for industry downturns and 0 for upturns. Industry downturns and upturns are classified using the median industry returns adjusted by the median returns over the prior three years. In regression 4, D takes the value of one for periods of high information asymmetry and 0 for periods of low information asymmetry. Periods of high and low information asymmetry are classified using the aggregate real equity volume scaled by the value of the CRSP equal-weighted index. To classify periods into high and low levels of interest rates, economic performance, and information asymmetry, we first obtain 3-month moving averages of each variable, and then rank the moving averages into quartiles. Then, we assign the variable in each month into one of the four quartiles. Finally, if three consecutive months of the variable are classified into the highest (lowest) quartile, we define those three months as periods of high (low) levels of the variable. Months that are not ranked either high or low periods are classified as normal. We classify industry performance as high (low) if the median industry returns adjusted by the median returns over the prior three years are positive (negative). Heteroskedasticity adjusted t-statistics are in parentheses. The sample consists of seasoned, public straight debt offerings completed during the period 1983-1998 by industrial companies trading on the NYSE, AMEX, and Nasdaq. We require that all issues have filing dates recorded in the Securities Data Corporation (SDC) database. The table presents the regression analysis of the influence of the economy-wide factors and the issue-and firm-specific variables on the abnormal returns around the filing date of straight debt issues. The dependent variable is the two-day cumulative abnormal return generated in the window (0,+1) around the filing date of the debt issues. Abnormal returns are calculated using the market model parameters estimated over a 255 days ending 46 days before the filing of the debt issue. The CRSP value-weighted index is used in the market model to compute betas. In Panel A, we present the analysis for the subsample of debt issues with above median issue size. In Panel B, we present the analysis for the subsample of debt issues that constitute non-refinancings. Issue size is the ratio of the principal amount issued to the total assets of the firm at the end of the fiscal year prior to filing date. Seniority is an indicator variable that takes the value of one for non-subordinated debt and zero otherwise. Use of proceeds is an indicator variable that takes the value zero for refinancing purposes and one otherwise. Speculative Grade is an indicator variable that takes a value of one for issues rated speculative grade (below Baa) by Moody's or unrated and zero otherwise. Growth opportunities are measured using the Market-to-Book ratio of assets at the end of the fiscal year prior to filing date. Excess cash flow is measured as the ratio of (operating income before depreciation minus capital expenditures minus change in net working capital minus net taxes minus change in deferred taxes) to total assets in the fiscal year prior to the filing year. Interest coverage ratio is the ratio of EBIT to interest expense as of the fiscal year prior to the filing year. Registration type is an indicator variable that takes the value of one for shelf registration and zero otherwise. The interaction variable D is the economy-wide indicator variable representing the different levels of the economy-wide variables. In regression 1, D takes the value of one for high interest rate periods and 0 for low interest rate periods. Periods of high and low interest rates are classified using the real interest rate variable. In regression 2, D takes the value of one for economic downturns and 0 for upturns. Economic downturns and upturns are classified using the Chicago Fed National Activity Index. In regression 3, D takes the value of one for industry downturns and 0 for upturns. Industry downturns and upturns are classified using the median industry returns adjusted by the median returns over the prior three years. In regression 4, D takes the value of one for periods of high information asymmetry and 0 for periods of low information asymmetry. Periods of high and low information asymmetry are classified using the aggregate real equity volume scaled by the value of the CRSP equal-weighted index. To classify periods into high and low levels of interest rates, economic performance, and information asymmetry, we first obtain 3-month moving averages of each variable, and then rank the moving averages into quartiles. Then, we assign the variable in each month into one of the four quartiles. Finally, if three consecutive months of the variable are classified into the highest (lowest) quartile, we define those three months as periods of high (low) levels of the variable. Months that are not ranked either high or low periods are classified as normal. We classify industry performance as high (low) if the median industry returns adjusted by the median returns over the prior three years are positive (negative). Heteroskedasticity adjusted t-statistics are in parentheses. 
